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ABSTRACT
This paper analyzes the implication of inefficient financial intermediation for crisis
management in a country where firms are highly-indebted.  The analysis is based on a model in which
firms rely on bank credit to finance their working capital needs and lenders face high state verification
and enforcement costs of loan contracts.  The analysis shows that higher contract enforcement and
verification costs, lower expected productivity, or higher volatility, may shift the economy to the
wrong side of the debt Laffer curve, with potentially sizable employment and output losses.  The main
implication of this analysis for the current policy debate on crisis management is East Asia is that dept
reduction, in addition to debt rescheduling, may be required as part of the process of reducing
financial sector inefficiencies.    
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H’ HSource: Corsetti et al. (1998).
Figure 2
Asia: Net Foreign Liabilities, 1993-97
(in billions of dollars)












































































East Asia: Cyclical Component of Output, 1994-98 1/









        Korea
Source: International Monetary Fund.
1/ Difference between actual index of industrial output minus trend value (estimated with the Hodrick-Prescott filter),
divided by actual output. The vertical bar in each panel corresponds to the initial devaluation of the Thai baht 
(July 2,1997).
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